Introduction
The Valuation Handbook -Guide to Cost of Capital ("Valuation Handbook") is not designed to duplicate the contents of comprehensive, learned treatises on estimating the cost of equity capital such as, Shannon P. Pratt and Roger J. Grabowski, Cost of Capital: Applications and Examples 5th edition (John Wiley & Sons, Inc., 2014) . That book, for example, covers the latest theory and practice in cost of capital estimation, including cost of capital for uses in business valuation, project assessment and capital budgeting, divisional cost of capital, reporting unit valuation and goodwill impairment testing, valuing intangible assets for financial reporting, and transfer pricing.
Rather, the Valuation Handbook is designed to complement such works, providing a brief refresher for valuation analyst on the approaches to valuation and estimating the cost of equity capital, but primarily focusing on the data sources commonly available for estimating the cost of equity capital.
Who Should Use the Valuation Handbook -Guide to Cost of Capital
The Valuation Handbook is designed to assist financial professionals in estimating the cost of equity capital (k e ) for a subject company. Cost of equity capital is the return necessary to attract funds to an equity investment. The valuation data and methodology in the Valuation Handbook can be used to develop cost of equity capital estimates using both the build-up method and the capital asset pricing model (CAPM) . In addition to the traditional professional valuation analyst, the Valuation Handbook, and the accompanying online Risk Premium Calculator ("Calculator"), are designed to serve the needs of:
• Corporate finance officers for pricing or evaluating mergers and acquisitions, raising private or public equity, property taxation, and stakeholder disputes.
• Corporate officers for the evaluation of investments for capital budgeting decisions.
• Investment bankers for pricing public offerings, mergers and acquisitions, and private equity financing.
• CPAs who deal with either valuation for financial reporting or client valuations issues.
• Judges and attorneys who deal with valuation issues in mergers and acquisitions (M&A), shareholder and partner disputes, damage cases, solvency cases, bankruptcy reorganizations, property taxes, rate setting, transfer pricing, and financial reporting. The new 2014 Valuation Handbook includes all of the critical year-end data (i.e., historical long-term ERP, supply-side long-term ERP, size premia, and industry risk premia, etc.) that was previously available in the SBBI ® Valuation Yearbook and provides users of SBBI ® valuation data with the same sources of data and methodology to complete year-end valuations, without interruption.
The 2014 Valuation Handbook includes two sets of valuation data:
• Data previously available in the SBBI ® Valuation Yearbook; and
• Data available in the Duff & Phelps Risk Premium Report.
We have had to introduce some new terminology. Specifically, the size premia data previously published in the SBBI ® Valuation Yearbook is referred to as the "CRSP Deciles Size Premia" exhibits in the Valuation
Handbook, while the size and risk premia data published in the Duff & Phelps Risk Premium Report continues to be titled "Risk Premium Report" exhibits.
The Risk Premium Report has been published annually since 1996 and, like the former SBBI ® Yearbook, provides data and methodology to assist financial professionals in estimating the cost of equity capital for a subject company using various build-up models and the CAPM. While the Risk Premium Report will no longer be published as a stand-alone publication, all of its data will be included in the Valuation Handbook.
In 2011, Duff & Phelps introduced the online Risk Premium Calculator. The 2014 version of the webbased Calculator will also include all of the key data available in both the former SBBI ® Valuation Yearbook and the Risk Premium Report.
Same Data Sources
The same data sources used to produce the data in the former SBBI ® Valuation Yearbook are used to produce the new Valuation Handbook:
• The equity risk premium, size premium, and other valuation data reported in Appendix 3 of the 2014 Valuation Handbook were:
• Calculated using the same data sources that were used to calculate the equity risk premium, size premium, and other valuation data previously published in the former SBBI Valuation Yearbook, and
• Calculated using the same methodology that was used to calculate the equity risk premium, size premium, and other valuation data previously published in the former SBBI Valuation Yearbook.
The equity risk premium (ERP), size premium, and other valuation data reported here can be used to estimate cost of equity capital using the capital asset pricing model (CAPM) and the build-up method. -term (20-year) • Size Study: Comprised of Exhibits A-1 through A-8 (used in the build-up method) and Exhibits B-1 through B-8 (used in CAPM). Analyzes the relationship between equity returns and company size, using eight measures of company size.
Long
• Risk Study: Comprised of Exhibits D-1, D-2, and D-3 (fundamental measures of risk based on accounting data). Analyzes the relationship between equity returns and three accounting-based fundamental risk measures.
• High-Financial-Risk Study: Comprised of Exhibits H-A, H-B, and H-C. Exhibit H-A is the high-financial-risk equivalent to the A exhibits, Exhibit H-B is the high-financial-risk equivalent to the B exhibits, and Exhibit H-C is the high-financial-risk equivalent to the C exhibits. Analyzes the relationship between equity returns and high-financial-risk, as measured by the Altman zScore.
• Comparative Risk Study: Comprised of the C exhibits, when used in conjunction with the D exhibits. The C Exhibits can help valuation analysts further refine their cost of equity capital estimates by comparing their subject company's fundamental risk factors to the fundamental risk factors of the companies that comprise the 25 Size Study portfolios.
For detailed examples of using the valuation data reported in Appendix 4 to estimate cost of equity capital using the capital asset pricing model (CAPM) and various build-up methods, see Chapter 9, "Risk Premium Report Exhibits -General Information" and Chapter10, "Risk Premium Report ExhibitsExamples".
Risk Premium Report -Exhibits A-1 through A-8 Premia Over the Risk-Free Rate (RP m+s )
Risk premia over the risk-free rate reflect risk in terms of the combined effect of market risk and size risk in excess of the risk-free rate. These premia are added to the risk-free rate, within the context of the build-up method. An ERP Adjustment is required when using the A exhibits. The A Exhibits are used in the following method to estimate a cost of equity capital:
• Build-up 1
Size Measures:
• A-1: Market value of equity
• A-2: Book value of equity
• A-3: 5-year average net income
• A-4: Market value of invested capital (MVIC)
• A-5: Total assets
• A-6: 5-year average EBITDA
• A-7: Sales
• A-8: Number of employees Note: When using the Risk Premium Report's A exhibits, the equity risk premium (ERP) Adjustment is a necessary step. The ERP Adjustment is needed to account for the difference between the forward-looking ERP as of the valuation date that the valuation analyst has selected to use in his or her cost of equity capital calculations, and the historical (1963-present) 
Smoothed Premium vs. Arithmetic Premium
Risk Premium Report -Exhibits B-1 through B-8 Premia Over CAPM (RP s )
Premia over CAPM (commonly referred to as "size premia") represent the difference between historical (observed) excess return and the excess return predicted by the capital asset pricing model (CAPM). Size premia can be added to cost of capital estimation models as an adjustment for the additional risk of small companies relative to large companies. 
